
Hawaii Electric Light Company, Inc. • PO Box 1027 • Hilo. HI 96721-1027 

Jay M. Ignacio, RE. 
President 

The Honorable Chairman and Members of 
the Hawaii Public Utilities Commission 

Kekuanaoa Building 
465 Soutii King Street, First Floor 
Honolulu. Hawaii 96813 

Dear Commissioners: 

July 17, 2008 
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Subject: Docket No. 05-0315 
HELCO 2006 Test Year Rate Case 
Responses to PUC Information Requests 

Attached are Hawaii Electric Light Company, Inc.'s ("HELCO") responses to the 
information requests submitted by the Commission on June 17,2008. 

The response to PUC-IR-01 includes confidential HELCO financial results for April and 
May 2008, which the Company is providing subject to Protective Order No. 22593. 

Sincerely, 

Attachments 

cc: Division of Consumer Advocacy 
Sawvel & Associates, Inc. 
Utilitech, Inc. 
Keahole Defense Coalition 
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PUC-IR-Ql 
Please describe the impacts to customers' rates (i.e., Schedules R, G, J, and P) and HELCO's rate 
of return from January 2006 until the present, as possible, ifthe "pass through" of the change in 
the cost of power (i.e., fliel and purchase power costs) to HELCO's customers was: (a) 80%; (b) 
90% and (c) 95%). The information should be provided on a monthly basis. 

HELCO Response: 

This response includes confidential HELCO financial results for April and May 2008. 

Because HELCO has not yet filed its Securities and Exchange Commission ("SEC") Form lOQ 

financial report for the second quarter of 2008, public disclosure at this time of the financial 

results for April and May 2008 in this response could trigger disclosure requirements under the 

rules and guidelines of the Securities and Exchange Commission and/or the New York Stock 

Exchange. Therefore, HELCO is providing this information subject to the terms of Protective 

Order No. 22593, issued June 30, 2006. HELCO will re-file this information on a 

non-confidential basis once it has filed its SEC Form lOQ financial report for the second quarter 

of 2008. 

HELCO has calculated the impacts to customer rates and HELCO's rate of return at "pass 

through" levels of 80%, 90% and 95% for the period January 2006 through May 2008 and 

summarized the results in Attachment 1. The results show a significant decline in HELCO's 

return on rate base at all three pass through levels throughout the January 2006 through May 

2008 period and show that a pass through of less than 100%) of the energy cost changes would 

have caused significant financial harm to the Company. At an 80% pass through, the return on 

rate base would have been as low as 0.92% on a rolling 12 months basis and would have been no 

higher than ^ ^ ^ a t the 95%) pass through level. In contrast, in Interim Decision and Order 

No. 23342, issued April 4, 2007, the Commission found an 8.33% return on rate base to be 
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reasonable for interim decision purposes in HELCO's 2006 test year rate case (Docket No. 05-

0315). 

The revenue adjustments were calculated as a percentage of the fuel and purchased power 

costs that are currently passed through to customers through the energy cost adjustment clause 

("ECAC"), based on actual fuel and purchased power energy costs, and adjusted for revenue 

taxes (for example, the revenue adjustment is 20% of the fuel and purchased power costs if only 

80%) of the change in cost of power is passed through to customers). What is currentiy passed 

through the ECAC is the difference between the energy cost adjustment filing costs, and the sum 

of the base fuel costs and base purchased power costs. The energy cost adjustment filing costs 

are the sum of the actual generation fuel costs adjusted for the approved efficiency (heat rate) 

factor and the actual purchased power energy costs. The base fuel costs are the generated 

portion of sales kWh adjusted for the efficiency factor and priced at the base fuel cost $ per 

mmbtu rate approved in the most recent rate case. The base purchased power cost is the 

purchased power energy kWh priced at the base cents per kWh cost of purchased power 

approved in the most recent rate case. 

The customer rate impact, which is the same for all rate schedules (i.e.. Schedules R, G, J, 

and P) is estimated as the revenue impact of the adjustment to the "pass through" of the change 

in the cost of fuel and purchased power costs divided by the total recorded sales. The 

calculations and estimated billing decreases of the three "pass through" scenarios on a typical 

residential 500 kWh bill are shown on Attachment 2. 

As stated above, for the return on rate base calculations, HELCO's net income would have 

been negatively impacted at the hypothetical levels of "pass through" as a result of decreased 

operating revenues, with an offsetting decrease in revenue tax and income tax expense. All net 
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income calculations assume that there was no additional base rate increase (other than what 

HELCO actually received in the period) or other mechanism (i.e., hedging arrangements) in the 

period. HELCO recalculated monthly net income by revising the monthly income statements 

from January 2006 through May 2008 by taking the actual monthly balances and adjusting for 

the "pass through" adjustments. 

First, HELCO recalculated operating revenue by deducting the "pass through" adjustment 

from the actual operating revenue. Then, HELCO calculated the revenue tax and income tax 

impacts of the "pass through" adjustment and deducted such impacts from the actual revenue tax 

and income tax expense. This is illustrated on Attachments 3A (80%), 3B (90%), and 3C (95%). 

HELCO's rate base is also impacted by the "pass through". HELCO recalculated rate base 

by taking the actual January 2006 through May 2008 rate base balances and adjusting for any 

"pass through" adjustments. Lower revenues at the hypothetical levels of "pass through" result 

in lower revenue taxes and income taxes (as described above). Lower revenue taxes and income 

taxes impact rate base through working cash. HELCO adjusted the actual revenue and income 

taxes in the working cash calculation by deducting out the calculated revenue tax and income tax 

adjustments. Working cash was then recalculated using the adjusted revenue tax and income tax 

expense. The difference in working cash is reflected in the revised rate base as illustrated on 

Attachments 4A (80%), 4B (90%), and 4C (95%). 

The revised operating incomes calculated in Attachments 3A, 3B, and 3C need to be adjusted 

to add back disallowed items to derive the operating incomes for ratemaking purposes. 

Attachments 5A (80%), 5B (90%), and 5C (95%) show the disallowed expense items being 

added back to operating incomes per books (from Attachments 3A, 3B, and 3C) to derive the rate 

base operating incomes to be used in Attachment 6. 
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The net impact of the decrease in revenue, partially offset by the decreases in taxes, would 

also decrease cash. The decrease in cash, in turn, would resuh in an increase in capital 

requirements (borrowings or equity). The calculations assume that HELCO would have raised 

sufficient capital to maintain its existing rate base. Therefore, the hypothetical rate base in the 

return on rate base calculation is the same as actual reported rate base, but with working cash 

adjusted for the changes in taxes as described above. The hypothetical rates of return on rate 

base calculations are illustrated on Attachment 6. Notes 1, 2, and 3 to Attachment 6 describe the 

methodologies in deriving the numerator (rate base operating income) and denominator (average 

rate base). 

HELCO's calculations of return on rate base do not attempt to capture how this increase in 

capital requirements would be financed because such calculations would involve considerable 

speculation as to what sources of capital might have been available to HELCO and the associated 

costs of the capital. The calculations result in hypothetical increases in capital requirements 

(cumulative for the period January 2006 through May 2008) as follows: 

a. 80% "pass through" ~ $34 million (see Attachment 3A, page 6, cumulative capital 

requirement line) 

b. 90%) "pass through" — $17 million (see Attachment 3B, page 6, cumulative capital 

requirement line) 

c. 95%) "pass through" — $9 million (see Attachment 3C, page 6, cumulative capital 

requirement line) 

HELCO is not able to estimate the proportions and costs of the incremental capital 

requirement. In theory, HELCO would likely have attempted to maintain its target capital 

structure; however the cost of maintaining a target capital structure cannot be quantified without 
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assuming a hypothetical rate case. Because the decrease in net income is entirely absorbed by 

shareholders, the proportions of equity that must be restored are significant. Further, the 

negative impact on HELCO's credit quality (which is discussed further in response to PUC-IR-

02), may have required a reassessment of the Company's target capital structure, resulting in 

even higher target proportions of equity. Although higher proportions of equity do not 

immediately translate to an income statement "cost", shareholder return requirements need to be 

accounted for in fiiture rate cases and will result in higher future rates. As a result, the 

calculations do not include any cost of the increase in capital requirements, including any 

increase in interest expense, and the hypothetical rates of return on rate base are overstated. See 

also the response to PUC-IR-02 for other impacts not captured in this analysis. 
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Summary of Impact of Partial Pass Through on Customer Bill 
and HELCO's Rate of Return 

January 2006 to May 2008 

2006 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2007 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2008 Jan 
Feb 
Mar 
Apr 
May 

Impact on Avg Res Rate {Note 1) 
80% 90% 

0/kwh ^/kwh 
(2.03) 

, (1.74) 
(1.79) 
(1.68) 
(1.80) 
(1.86) 
(2.38) 
(2.45) 
(2.16) 
(2.13) 
(2.09) 
(1.91) 
(1.56) 
(1.79) 
(1.75) 
(1.74) 
(1.75) 
(1.84) 
(2.21) 
(2.20) 
(2.26) 
(2.46) 
(2.27) 
(2.41) 
(2.82) 
(3.30) 
(3.01) 
(2.96) 
(3.09) 

[1.02) 
(0.87) 
(0,89) 
(0.84) 
(0.90) 
(0.93) 
(1.19) 
(1.22) 
(1.08) 
(1.06) 
(1.04) 
(0.96) 
(0.78) 
(0.89) 
(0.87) 
(0.87) 
(0.88) 
(0.92) 
(1-11) 
(1.10) 
(1-13) 
(1.23) 
(1.14) 
(1.20) 
(1.41) 
(1.65) 
(1.50) 
(1.48) 
(1.55) 

95% 
0/kwh 

(0.51) 
(0.43) 
(0.45) 
(0.42) 
(0.45) 
(0.46) 
(0.59) 
(0.61) 
(0.54) 
(0.53) 
(0.52) 
(0.48) 
(0.39) 
(0.45) 
(0.44) 
(0.43) 
(0.44) 
(0.46) 
(0.55) 
(0.55) 
(0.56) 
(0.62) 
(0.57) 
(0.60) 
(0.71) 
(0.82) 
(0.75) 
(0.74) 
(0.77) 

Impact on 
80% 

$ 
(10.16) 

(8.69) 
(8.93) 
(8.39) 
(9.02) 
(9.29) 

(11.89) 
(12.23) 
(10.79) 
(10.64) 
(10.44) 

(9.55) 
(7.78) 
(8.93) 
(8.73) 
(8.69) 
(8.77) 
(9.21) 

(11.05) 
(10.99) 
(11.30) 
(12.32) 
(11.36) 
(12.05) 
(14.11) 
(16.48) 
(15.04) 
(14.79) 
(15.46) 

^vg Res Bill (Note 1) 
90% 

$ 
(5.08) 
(4.35) 
(4.47) 
(4.20) 
(4.51) 
(4.65) 
(5.94) 
(6.11) 
(5.40) 
(5.32) 
(5.22) 
(4.78) 
(3.89) 
(4.47) 
(4.37) 
(4.35) 
(4.39) 
(4.60) 
(5.53) 
(5.49) 
(5.65) 
(6.16) 
(5.68) 
(6.02) 
(7.06) 
(8.24) 
(7.52) 
(7.40) 
(7.73) 

95% 
$ 
(2.54) 
(2.17) 
(2.23) 
(2.10) 
(2.26) 
(2.32) 
(2.97) 
(3.06) 
(2.70) 
(2.66) 
(2.61) 
(2.39) 
(1.95) 
(2.23) 
(2.18) 
(2.17) 
(2.19) 
(2.30) 
(2.76) 
(2.75) 
(2.82) 
(3.08) 
(2.84) 
(3.01) 
(3.53) 
(4.12) 
(3.76) 
(3.70) 
(3.86) 

Return on Rate Base (Note 2) 
Recorded 

% 
6.13 
6.12 
6.04 
5.86 
5.68 
5.59 
5.38 
5.26 
5.35 
5.08 
5.17 
4.47 
4.34 
4.39 
4.35 
4.41 
4.98 
4.81 
5.08 
5.42 
5.14 
5.56 
6.05 
6.68 
7.23 
7.48 
7.64 

80% 
% 

5.83 
5.57 
5.24 
4.81 
4.37 
4.00 
3.43 
2.92 
2.70 
2.12 
1.93 
1.08 
0.98 
1.00 
0.92 
0.95 
1.53 
1.36 
1.62 
2.03 
1.71 
2.08 
2.53 
3.18 
3.52 
3.51 
3.41 

HHHI 
^I^H 

90% 
% 

5.98 
5.84 
5.64 
5.34 
5.03 
4.79 
4.41 
4.08 
4.02 
3.60 
3.54 
2.77 
2.66 
2.69 
2.63 
2.68 
3.25 
3.08 
3.34 
3.72 
3.42 
3.81 
4.28 
4.92 
5.37 
5.48 
5.51 

• • • • ^H 
^̂ ^̂ ^H 

95% 
% 

6.06 
5.98 
5.84 
5.60 
5.36 
5.19 
4.89 
4.67 
4.69 
4.33 
4.36 
3.62 
3.50 
3.54 
3.49 
3.54 
4.12 
3.95 
4.21 
4.57 
4.28 
4.69 
5.16 
5.80 
6.30 
6.48 
6.57 •1 

Notes: 
1. Based on typical residential SOOkWh monthly bill. (See Attachment 2 for details.) 
2. Based on preceding 12 months' earnings and average rate bases. (See Attachments 3, 4, 5, and 6 for details). 
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K â  

m p 

. 1 1 !, , 

asae jR 

O Li. 
tn o 
s < 
I - UJ 

^ a 
3 L £ | 5 ! 
m D 2 O 
0. Q. u. H 

i.iS 
^ .S .2 S 

'I I 



Confidential Information Deleted 
Pursuant To Protective Order No. 22593. 

PUC-IR-01 
DOCKET NO. 05-0315 
ATTACHMENT 3C 
PAGE 6 OF 6 

o 

o 

UJ S 

CT 
3 
O 

IIS 

£ a) r t 
a ^ rt 

M 

pi 
• - i Ol 

51 
Q ; I A 

rt 
"eS « hJ 

•IS 5 

O O p t v r t O r » ( N * n . - q r - (O IT} 

rt" csT t^f CO CO I ' 
1 <i> } > t 

M M M 

I 'S'-r-.^ 
3'C) 5r . " si c ^ ' ' s. i ' I 

c? 
3 

Pp 
«S 
fc 

si 

T ' ' 
r f q o u^ c^ rv M 

i i . i i isS' .§, ;««,% g 
" C M i n , ' • - a\ r" rt'in P 

p c N N r t , | ^ , . r - , , ^ _ 

M M M M I A M ' M M I A 

r t r.; p p q CM p 

rv T- T- T- in in CN 

t > | C M r - < N r t ^ 

cCTq CN" 

(6
7 

(2
68

 
(3

35
 

h-

g 
• -

M 

of 

1 

Ol Ol 
r- i n 
Ol rt 

M M 

l ^ 
lO 

r^ 

'-
M 

rt 

S 
^ 

CN rt 

IS 
M M 

to 

1 
M 

rt 

3, 

i n 

3 

M 

^ 
g 
M 

» • q 

1 
in'So'SrSj" 
3 S £ £ 

© " C M 

1" to - i 

« rv rt lo CN CN rt 
ivl T.̂  r^ T.̂  CM t o |.^ 
p O C N r - O l r - * * to 
rtOlrtlD^rtr.- Ol 
CM (N • - ' CM rt' rt" r-' 
CN rt 
l A t A t A t A t f t ^ M V* 

i n p p 

l o ffi rt 3 a 

I I 

c 
tg 

i n Q o 

d d CM a 

o 
S 8 
*; 5 

a S a *-
O O £ h= 
m D E o 
Q. CL Ll. H 

ia 

SI 

1^ 

O tn 

51 

•22 

8 ^ 
£ 

1 
: 
1 

y 
y 
1 
o 

^ 
3 

£f 
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Summary of HELCO's Rate of Return on Rate Base 
January 2006 to May 2008 

Recorded 

2005 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2006 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2007 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2008 Jan 
Feb 
Mar 
Apr 
May 

Monthly 
Operating 

Income 

1.766 
1.317 
1.614 
2.306 
2.289 
1,699 
2.732 
2.182 
1.673 
2.813 

959 
476 

1.793 
1.254 
1.456 
1.623 
1,621 
1,370 
2,041 
1,766 
2,145 
1,918 
1,402 

(1.442) 
1,153 
1,332 
1,133 
1,788 
3,737 

744 
2,894 
3.160 

996 
3.477 
3,159 
1.638 
3.021 
1,977 
1.193 

Monthly 
Rate Base 

345.369 
344.165 
345.834 
347.459 
345,114 
346.592 
350,165 
348,540 
354,183 
355,803 
360,702 
369.486 
367.269 
368.431 
370.011 
367.705 
368.481 
367.418 
365.571 
368.545 
368.219 
370.040 
369.328 
387.904 
383,818 
378.652 
368.343 
368.469 
367.451 
368.519 
366.150 
367.486 
363,587 
362,342 
362,234 
367.191 
365.447 
362,813 
359.188 

• • • • • 
^^^^B 

As Originally Filed 

12 Months S 
Operating Income 

(Notel) 

21,853 
21.790 
21,632 
20.949 
20.281 
19.952 
19.260 
18.844 
19.316 
18.420 
18.864 
16.946 
16.306 
16.384 
16.060 
16.225 
18.342 
17.716 
18.569 
19.963 
18.817 
20.376 
22.133 
25.212 
27.080 
27.725 
27.785 

^HHB 

mple Average 
Rate Base 
(Note 2) 

356,319 
356,298 
357,923 
357,582 
356,798 
357,005 
357,868 
358,543 
361.201 
362.922 
365,015 
378.695 
375.543 
373.542 
369,177 
368,087 
367,966 
367,969 
365,860 
368.016 
365,903 
366,191 
365,781 
377.547 
374,632 
370.733 
363,765 i^n 

Rate of 
Return 

(Note 3) 

6.13% 
6.12% 
6.04% 
5.86% 
5.68% 
5.59% 
5.38% 
5.26% 
5.35% 
5.08% 
5.17% 
4.47% 
4.34% 
4.39% 
4.35% 
4.41% 
4.98% 
4.81% 
5.08% 
5.42% 
5.14% 
5.56% 
6.05% 
6.68% 
7.23% 
7.48% 
7.64% 

Hi 
Notes: 
1. Based on preceding 12 months' operating income 
2. Simple Average Rate Base is calculated as follows: 

(Rate Base Beg. of Year + Rate Base End of Year) / 2 
3. Rate of Return is calculated as follows: 

12 Month Operating Income / Simple Average Rate Base 
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Summary of HELCO's Rate of Return on Rate Base 
January 2006 to May 2008 

80% Pass Through 

2005 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2006 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2007 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2008 Jan 
Feb 
Mar 
Apr 
May 

Revenue Impact 
(Note 4) 

1,948 
1.494 
1.725 
1,503 
1,707 
1,759 
2.356 
2.521 
2.083 
2.122 
1.989 
1,873 
1,543 
1,510 
1.726 
1.616 
1.710 
1,759 
2,208 
2.243 
2.201 
2,474 
2,174 
2,380 
2.747 
3.024 
2.903 

Monthly 
Operating 

Income Impact 
(Note 5) 

1.084 
832 
960 
837 
950 
979 

1.311 
1.403 
1.159 
1.181 
1.107 
1.042 

859 
841 
961 
899 
952 
979 

1.229 
1,249 
1.225 
1,377 
1,210 
1,325 
1,529 
1.683 
1.616 

Monthly 
Operating 

Income 
(Note 6) 

1,766 
1,317 
1,614 
2,306 
2.289 
1.699 
2.732 
2,182 
1,673 
2.813 

959 
476 
709 
422 
496 
786 
671 
391 
730 
363 
985 
737 
295 

(2.484) 
294 
491 
172 
888 

2.785 
(235) 

1,665 
1,911 
(227) 

2.100 
1,948 

313 
1,493 

293 
(423) 

HH 

80% 

Monthly 
Rate Base 
(Note 7) 

345.369 
344.165 
345.834 
347,459 
345,114 
346,592 
350.165 
348.540 
354.183 
355.803 
360.702 
369.486 
367.526 
368.885 
370.693 
368.585 
369,586 
368,755 
367,218 
370.525 
370.473 
372,574 
372.125 
390.947 
386.808 
381.645 
371.336 
371.416 
370.398 
371.466 
369.077 
370,378 
366.495 
365.295 
365,210 
370,233 
368.645 
366.207 
362.733 

j j^mmm 

12 Months 
Operating Income 

(Notel) 

20.769 
19,874 
18,756 
17,236 
15,618 
14,309 
12,307 
10,488 
9,800 
7,724 
7,060 
4,100 
3,685 
3.754 
3.430 
3,533 
5,648 
5,022 
5,957 
7,506 
6,294 
7,657 
9,311 

12,108 
13,306 
13,108 
12.513 

HHii l 

Simple Average 
Rate Base 
(Note 2) 

356,447 
356,525 
358,263 
358.022 
357,350 
357,674 
358,692 
359,532 
362,328 
364,189 
366,413 
380,217 
377,167 
375,265 
371.014 
370,000 
369,992 
370,111 
368,148 
370,452 
368,484 
368,934 
368,668 
380,590 
377,726 
373,926 
367,034 

• • • H H B 
^̂ ^̂ ^̂ H 

Rate of 
Return 

(Note 3) 

5.83% 
5.57% 
5.24% 
4.81% 
4.37% 
4.00% 
3.43% 
2.92% 
2.70% 
2.12% 
1.93% 
1.08% 
0.98% 
1.00% 
0.92% 

^ 0.95% 
1.53% 
1.36% 
1.62% 
2.03% 
1.71% 
2.08% 
2.53% 
3.18% 
3.52% 
3.51% 
3.41% 

• H H 
^^^1 

Notes: 
1. Based on preceding 12 months' operating income 
2. Simple Average Rate Base is calculated as follows: 

(Rate Base Beg. of Year + Rate Base End of Year) / 2 
3. Rate of Return is calculated as follows: 

12 Month Operating Income / Simple Average Rate Base 
4. Per Attachment 2 
5. Per Attachment 3A 
6. Per Attachment 5A 
7. Per Attachment 4A 
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Summary of HELCO's Rate of Return on Rate Base 
January 2006 to May 2008 

90% Pass Through 

2005 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2006 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2007 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2008 Jan 
Feb 
Mar 
Apr 
May 

Revenue Impact 
(Note 4) 

974 
747 
863 
752 
853 
880 

1,178 
1.260 
1,041 
1,061 

995 
936 
772 
755 
863 
808 
855 
880 

1.104 
1.122 
1.101 
1,237 
1,087 
1.190 
1.373 
1.512 
1.451 

^ ^ ^ ^ ^ ^ ^ ^ 
HBBHH 

Monthly 
Operating 

Income Impact 
(Note 5) 

542 
416 
480 
418 
475 
490 
656 
702 
580 
591 
554 
521 
430 
420 
480 
450 
476 
490 
614 
624 
613 
688 
605 
662 
764 
842 
808 

BMHHHHM 
H^^ lHI 

Monthly 
Operating 
Income 
(Note 6) 

1,766 
1,317 
1.614 
2.306 
2.289 
1.699 
2.732 
2.182 
1,673 
2.813 

959 
476 

1,251 
838 
976 

1,204 
1.146 

880 
1.385 
1,065 
1.565 
1.327 

849 
(1,963) 

724 
911 
653 

1.338 
3.261 

255 
2.280 
2.536 

386 
2.789 
2.553 

975 
2,257 
1.135 

385 

90% 

Monthly 
Rate Base 
(Note 7) 

345.369 
344.165 
345.834 
347.459 
345.114 
346.592 
350.165 
348,540 
354,183 
355,803 
360,702 
369,486 
367,397 
368,658 
370.352 
368,145 
369,034 
368,087 
366,394 
369.535 
369.346 
371,307 
370.726 
389.425 
385.313 
380.149 
369,840 
369.943 
368,924 

, 369,992 
367,614 
368,932 
365,039 
363,818 
363,722 
368.712 
367.046 
364.510 
360.960 

^•••• j 
^Hi^H 

12 Months 
Operating Income 

(Notel) 

21.311 
20.832 
20.194 
19.092 
17,949 
17,130 
15.784 
14,666 
14.558 
13,072 
12,962 
10,523 
9,996 

10,069 
9,746 
9,880 

11,995 
11,369 
12,264 
13,735 
12.555 
14.017 
15.722 
18.660 
20,194 
20.417 
20.149 

• • • • • • • 
I H I ^ I ^ I 

Simple Average 
Rate Base 
(Note 2) 

356.383 
356,411 
358,093 
357,802 
357,074 
357,339 
358.280 
359,037 
361.765 
363.555 
365.714 
379.456 
376.355 
374.403 
370,096 
369.044 
368.979 
369,040 
367,004 
369,234 
367,193 
367.563 
367,224 
379,069 
376.179 
372,329 
365,400 

Rate of 
Return 

(Note 3) 

5.98% 
5.84% 
5.64% 
5.34% 
5.03% 
4.79% 
4.41% 
4.08% 
4.02% 
3.60% 
3.54% 
2.77% 
2.66% 
2.69% 
2.63% 
2.68% 
3.25% 
3.08% 
3.34% 
3.72% 
3.42% 
3.81% 
4.28% 
4.92% 
5.37% 
5.48% 
5.51% 

MHH| 
ii^^H: 

Notes: 
1. Based on preceding 12 months' operating income 
2. Simple Average Rate Base is calculated as follows: 

(Rate Base Beg. of Year + Rate Base End of Year) / 2 
3. Rate of Return is calculated as follows: 

12 Month Operating Income / Simple Average Rate Base 
4. Per Attachment 2 
5. Per Attachment 3B 
6. Per Attachment 5B 
7. Per Attachment 4B 
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Summary of HELCO's Rate of Return on Rate Base 
January 2006 to May 2008 

95% Pass Through 

2005 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2006 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2007 Jan 
Feb 
Mar 
Apr 
May 
Jun 
Jul 
Aug 
Sep 
Oct 
Nov 
Dec 

2008 Jan 
Feb 
Mar 
Apr 
May 

Revenue Impact 
(Note 4) 

487 
374 
431 
376 
427 
440 
589 
630 
521 
530 
497 
468 
386 
378 
431 
404 
427 
440 
552 
561 
550 
618 
543 
595 
687 
756 
726 

Monthly 
Operating 

Income Impact 
(Note 5) 

271 
208 
240 
209 
238 
245 
328 
351 
290 
295 
277 
261 
215 
210 
240 
225 
238 
245 
307 
312 
306 
344 
302 
331 
382 
421 
404 

• • • • •HMH 
HHHH 

Monthly 
Operating 

Income 
(Note 6) 

1.766 
1.317 
1.614 
2,306 
2,289 
1,699 
2,732 
2,182 
1,673 
2,813 

959 
476 

1.522 
1.046 
1.216 
1.413 
1.384 
1.125 
1,713 
1.415 
1,855 
1,622 
1,125 

(1,703) 
939 

1.122 
893 

1.563 
3.499 

499 
2.587 
2,848 

692 
3,133 
2,856 
1,307 
2,639 
1,556 

789 

HHHHH 
BBMI 

95% 

Monthly 
Rate Base 
(Note 7) 

345.369 
344.165 
345,834 
347,459 
345,114 
346,592 
350,165 
348,540 
354.183 
355,803 
360,702 
369.486 
367.333 
368.544 
370.182 
367,925 
368,757 
367,753 
365,982 
369,040 
368.782 
370.673 
370.027 
388,664 
384,566 
379,399 
369,092 
369,206 
368,188 
369,256 
366,882 
368.209 
364,314 
363,080 
362,978 
367.951 
366.246 
363,663 
360,074 

12 Months 
Operating Income 

(Notel) 

21.582 
21.311 
20,913 
20,021 
19.115 
18,541 
17,522 
16.755 
16.937 
15.746 
15.913 
13.735 
13.151 
13.227 
12.903 
13,053 
15.169 
14.543 
15,417 
16,849 
15,686 
17,197 
18,928 
21,937 
23,637 
24.071 
23.967 

Simple Average 
Rate Base 
(Note 2) 

356.351 
356.355 
358,008 
357,692 
356,936 
357.172 
358,074 
358,790 
361,483 
363.238 
365,365 
379.075 
375.949 
373.971 
369.637 
368,565 
368,473 
368,504 
366,432 
368,625 
366,548 
366,877 
366.503 
378,308 
375,406 
371.531 
364.583 

Rate of 
Return 

(Note 3) 

6.06% 
5.98% 
5.84% 
5.60% 
5.36% 
5.19% 
4.89% 
4.67% 
4.69% 
4.33% 
4.36% 
3.62% 
3.50% 
3.54% 
3.49% 
3.54% 
4.12% 
3.95% 
4.21% 
4.57% 
4.28% 
4.69% 
5.16% 
5.80% 
6.30% 
6.48% 
6.57% 

j j jUH 
Notes: 
1. Based on preceding 12 months' operating income 
2. Simple Average Rate Base is calculated as follows: 

(Rate Base Beg. of Year + Rate Base End of Year) / 2 
3. Rate of Return is calculated as follows: 

12 Month Operating Income / Simple Average Rate Base 
4. Per Attachment 2 
5. Per Attachment 30 
6. Per Attachment 50 
7. Per Attachment 40 
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PUC-IR-02 
Aside from customers' rates and HELCO's rate of return, are there any other financial and 
economic impacts or other factors that could or would result from the power cost "pass through" 
scenarios discussed in PUC-IR-01. 

HELCO Response: 

HELCO filed its Application requesting approval of a general rate increase on May 5, 2006, 

accompanied by the written, direct testimonies of 21 witnesses, and accompanying exhibits and 

workpapers. 

On June 2, 2006, the Govemor ofHawaii signed into law Act 162. Order No. 22903, issued 

September 28, 2006, added two issues to this docket, including whether HELCO's ECAC 

complies with the requirements of Act 162. 

The Company selected a highly qualified consultant, National Economic Research 

Associates, Inc. ("NERA"), to provide assistance in evaluating the extent to which HECO, 

HELCO and MECO ("the Companies") currently comply with the requirements of Act 162. The 

consultant's final report was received on December 28, 2006 and was submitted to the 

Commission on December 29, 2006, along with the Supplemental Testimonies of four witnesses, 

including Ms. Tayne Sekimura (in HELCO ST-18) conceming investor impacts of ECAC 

changes, Mr. Alan Hee (in HELCO ST-22) conceming the ECAC's compliance with the 

requirements of Act 162, as well as the testimony of its consultants, Dr. Jeff D. Makholm, Ph.D 

(in HELCO ST-23) conceming energy cost adjustment clauses and Mr. Eugene T. Meehan (in 

HELCO ST-24) conceming fuel hedging. 

On March 27, 2007, HELCO submitted the written rebuttal testimonies, exhibits and 

workpapers of 30 witnesses. As there was no issue with the Consumer Advocate regarding 
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compliance of HELCO's ECAC with Act 162, there was no need to submit rebuttal evidence on 

the issue. 

The extensive evidence and authorities supporting the conclusion that the ECAC complies 

with Act 162 are summarized in HELCO's Opening Brief, filed June 4, 2007, on pages 146 to 

188. 

More recent testimony, reflecting investors' current expectations, has been filed in HECO's 

2009 test year rate case. Docket No. 2008-0083. 

Other Financial and Economic Impacts 

Any modification to the existing ECAC to allow a pass through of only 80%, 90%, or 95%> of 

the change in the cost of fuel and purchased energy costs would result in an increase in investor 

risks associated with fuel and purchased energy. The increase in the Company's business risk 

profile will impact: 1) investors, 2) customers, and 3) renewable energy developers. This 

increase in risks would require an increase in investor compensation through a higher cost of 

capital for bearing the increased risks. Customers would ultimately bear the higher costs for this 

increase in cost of capital. In addition, deteriorafion in the Company's credit quality will 

negatively impact developers and potential renewable developers seeking to sell electricity to the 

Company. 

Ms. Tayne Sekimura's supplemental testimony (HELCO ST-18) indicates that HELCO's 

investors view the Company's existing ECAC mechanism very favorably, because it 

significantly reduces the Company's business risks. Dependence on imported fuel oil and the 

associated fuel price fluctuation are significant risks to the Company. The monthly revenue 

adjustment for fuel and purchased energy price changes results in timely recovery of fuel oil and 

purchased energy costs which significantly reduces the business risk profile. Thus, the existing 
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ECAC has a positive credit quality impact. In addition, a modificafion to the ECAC would 

increase the required rate of retum on equity. Dr. Roger Morin's rate of return on equity 

recommendation in this rate case was based on the presumption that the existing ECAC would 

continue and would be higher ifthe ECAC were modified. See HELCO T-17, pages 4-5, 57-59. 

See also Dr. Morin's discussion in Docket No. 2008-0083, HECO T-19, pages 57-59 and Mr. 

Steven Fetter's discussion in Docket No. 2008-0083, HECO T-21, pages 17-26 on the 

importance of the ECAC to investors. Dr. Morin's testimony (pages 58-59) in the HELCO rate 

case was as follows: 

The Energy Cost Adjustment Clause ("ECAC") serves to reimburse HELCO for 
pmdently-incurred energy costs in a manner that minimizes the negative financial effects 
caused by regulatory lag. Consideration of energy costs in a manner that lowers 
uncertainty and risk represents the mainstream position on this issue across the United 
States. Accordingly, the financial community rehes on the presence of energy cost 
recovery mechanisms to protect investors from the variability of fiiel and purchased 
power costs that can have a substantial impact on the credit profile of a utility, even when 
pmdently managed. To illustrate, it is my understanding that bond rating agencies would 
place considerably more weight on the Company's purchased power contracts as debt 
equivalents in the absence of the ECAC, thus weakening the Company's financial 
integrity. The ECAC mitigates a portion of the risk and uncertainty related to the day-to­
day management of a regulated utility's operations. Conversely, the absence of such 
protection is factored into the Company's credit profile as a negative element which in 
tum raises its cost of capital, as discussed above. 

The approval of energy cost recovery mechanisms by regulatory commissions is 
widespread in the utility business. Approval of fuel adjustment clauses, purchased water 
adjustment clauses, and purchased gas adjustment clauses has become widespread. All 
else remaining constant, such clauses reduce investment risk on an absolute basis and 
constitute sound regulatory policy. 

My assessment of HELCO's business risk is heavily dependent on the confinued 
presence of the ECAC. I believe that in the absence of the Commission renewal of the 
ECAC requested by HELCO in this proceeding, HELCO's financial condition would 
deteriorate, its credit rafings would likely be under review for possible downgrade, and its 
customers would be at risk of having to pay higher rates due to access to capital 
becoming more expensive for HELCO. This situation would have a substandal effect on 
HELCO and its customers because of the magnitude of the energy cost component in its 
cost of service. 

Recovery of prudently incurred costs expended on energy allows a regulated 
utility to serve its native load customers in a reliable manner while maintaining its 
financial integrity or strength. Since the cost of energy is both a significant component of 
HELCO's operafions as well as variable over time, debt and equity investors consider the 
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risks underlying these factors in their determinations as to whether to provide funding 
and upon what terms within a particular jurisdicfion. 

I encourage the Commission to renew HELCO's ECAC, and I believe that 
approval of HELCO's request for confinued approval of its ECAC is fair to HELCO, its 
customers, and investors. I believe that the ECAC deals with the cost of fuel and 
purchased energy, as well as with the mix of resources, which can vary month-to-month 
and which can represent a considerable financial outlay, on a consistent basis, without 
need for recurring regulatory proceedings that are time-consuming, costly, and, 
significantly, create uncertainty within the financial community. 

Ms. Sekimura's supplemental testimony demonstrated that S&P has often cited the exisfing 

ECAC mechanism as a strength in its credit assessment of HELCO's parent company, Hawaiian 

Electric Company, Inc. ("HECO").' S&P has in the past cited "an excellent fuel adjustment 

clause" as strengthening credit quality in part offsetfing "reliance on fuel oil", "significant 

purchased power obligations", and "high prices" which weaken credit quality. Conversely, Act 

162, with its potenfial to change the exisfing ECAC, has raised concerns with the rating agencies 

as noted in S&P's credit assessment of HECO dated November 22, 2006: 

Of some concern is Hawaii's Act 162, a new law which appears to confirm, in 
light of the state legislature's interest in promoting renewable energy, the 
PUC's ability to authorize the ufility's fuel adjustment clause. Although no 
parties to the rate case seem to oppose the confinuafion of the clause, a 
material change to fuel-adjustment mechanism would harm the company's 
financial condifion and detract from its currently safisfactory business profile. 
HELCO ST-18 at 6-7, HELCO-ST-1801. 

The current investors' perspective of the Company's existing ECAC mechanism is discussed in 

detail in Ms. Tayne Sekimura's testimony in Docket No. 2008-0083, HECO T-20, pages 28-30. 

Also, S&P's RatingsDirect report on HECO dated May 23, 2008, and filed as HECO-2008 in 

Docket No. 2008-0083 (page 5, in its "Oufiook" secfion) states: 

"HEl's stable oufiook reflects the supportive interim rate decisions in all three ufility 
rate cases [Docket Nos. 06-0386, HECO; 05-0315, HELCO; 06-0387, MECO] pending 

' See Direct Testimony HELCO T-18, page 8 for discussion of the relationship of HELCO and HECO credit ratings. 
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before the Hawaii PUC and assumes that no material changes will be made to utility 
ECACs, which are a crifical underpinning to the rafings. Final orders reasonably in line 
[with] interim awards will be important to sustaining cash flows needed to improve 
financial performance, which was weak in 2007. Unsupportive or lagged rate treatment 
or changes in the current fuel adjustment clause of the [C]ompany that would result in 
erosion of key financial parameters, especially cash flow coverage of debt, would be 
cause for change in the current rafings and/or negative outlook...." 

The Company's policy posifion on partial pass-through versus full pass-through of fuel and 

purchased energy costs is stated in Mr. Robert Aim's testimony in Docket No. 2008-0083, 

HECO T-1, pages 102-105, Addifional testimony can be found in Mr. Alan Hee's tesfimony 

(HECO T-10) in the same docket on pages 70 through 79. 

Increases in the cost of HELCO's capital would result from increases in the costs of short-

term borrowings, incremental long-term borrowings, incremental hybrid securifies, and 

incremental preferred stock, as well as a higher cost of common equity. The increases in interest 

expense and retum requirements would increase HELCO's revenue requirement and ultimately 

increase HELCO's rates. Although the hypothedcal illustrafions in response to PUC-IR-01 show 

hypothetical "decreases" in rates due to the non-recovery of fiael costs, the long-term effect of the 

hypothefical 80%, 90%, or 95% recovery of the fuel and purchased energy costs would result in 

more frequent rate cases to reset fiiel and purchase power expenses in base rates and higher 

overall rates as a result of the higher capital costs for all capital projects. These impacts are not 

captured in the illustrafions in response to PUC-IR-01. 

The financial strength of the ufility as the off-taker of IPP renewable energy is a critical 

criterion that supports financing of renewable energy projects. The presence of the ECAC 

contributes significantly to the financial strength of the Company, which in tum makes finding 

financing by renewable energy developers more likely. If the ECAC was changed from a full 

pass-through to a partial pass-through mechanism, the financial health of the Company would be 
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undermined and this would make financing for renewable energy projects in the State more 

difficult. This may resuh in a decline in developers proposing purchased power projects for the 

ufilifies. 

Hedging 

Ifthe ECAC mechanism were to change to partial pass-through, HELCO may consider 

hedging for industrial and diesel fuel costs to provide more predictability in esfimafing the 

financial impacts on the Company. These fixed-priced hedges would set the price for fuel at a 

fixed level for some limited future period.^ The concept of fuel price hedging was discussed in 

HELCO ST-24, and in the report submitted by NERA Economic Consulting, Report on Power 

Cost Adjustments and Hedging Fuel Risks filed with the Commission on December 29, 2006. A 

detailed summary of such discussion, taken from HELCO's opening brief (pages 161 to 181), 

filed June 4, 2007, is attached as Attachment 1. 

For example, assume an oil price future for next January was available at $ 100 per barrel. If 

HELCO bought this future contract at $100 and price dropped to $80 next January, HELCO 

would lose $20 per barrel as it could have purchased the same barrel at the actual cost of $80 per 

barrel without hedging. Conversely, ifthe price rose to $120 next January, HELCO would gain 

$20 per barrel as it would have to pay the higher cost without hedging. In both cases, HELCO's 

cost for oil in January is $100 with hedging, and that would be the effecfive cost used to 

calculate the ECAC. With hedging, HELCO would know in advance what the financial impact 

of the "pass through" would be. 

^ In HELCO ST-24, Mr. Meehan indicated that HELCO could hedge oil prices at most for a year out in the future. 
Hence, while there may be an enhanced degree of price predictability, it would be for a limited time and would not 
protect customers against long term trends in oil prices. 
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While the example above provides the conceptual basis for hedging, it is imperfect in that it 

does not consider the following factors: 

• Downward price movements may be foregone. Locking in a price for oil today or 

at some fixed point for defivery in the future does not provide for a lower price, just 

a known price. The price locked in may well be higher than the price in the future 

at which HELCO actually purchases oil. Hence, hedging does not provide for 

lower prices. It only increases predictability, which may not be perceived as 

beneficial by all customers. 

• Hedging involves costs. These costs are incremental to the fuel acquisifion costs 

when fuel is not hedged. Thus, customers can expect to pay more if HELCO adopts 

fuel hedging. It is not at all clear that increased predictability is worth the extra 

costs. 

• Hedging is imperfect. Perfect hedges can only be accomplished when the hedged 

product is identical to the acquired product and when the volume needed by the 

hedger is certain. HELCO could not buy derivafives that correspond exacfiy to the 

product that will be acquired. It would need to hedge using similar, but not 

idenfical, products. This poses what is called basis risk. Basis risk is the difference 

in price movement between the derivafive used to hedge and the price movement in 

the product that will actually be bought. In HELCO's case, basis risk is substanfial 

because the indexes in HELCO's oil contracts are not traded in the most fiquid and 

transparent derivative market and because the closest substitutes are only traded in 

less liquid and less transparent derivative markets. 
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• Limited duration of financial hedges. HELCO could hedge oil prices at most for a 

year out in the future. Hence, while there may be an enhanced degree of price 

predictability, it would be for a limited fime and would not protect customers 

against long term trends in oil prices. 

In conclusion, while HELCO may enter into fixed-price financial hedges to improve 

predictability, hedging would increase costs to ratepayers above costs without hedging and the 

level of predictability is limited by imperfecfions and the limited durations associated with 

hedging. 
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Fuel Hedging 

The Edison Electric Insfitute ("EEI") defines hedging as "the attempt to eliminate 
at least a portion of the risk associated with owning an asset or having an obligafion by 

.acquiring an asset or obligafion with offsetting risks." Hedging can, in principle, allow 
a ufility to offset and reduce risk as it procures fuel and purchased power on behalf of its 
customers. HELCO ST-24 at 2. 

HELCO generates electricity primarily by burning oil. To ensure a reliable 
physical supply of oil, HELCO has a variety of oil supply contracts that govern the 
purchase of suitable fuel oil delivered to its plants. These contracts call for HELCO to 
pay a price each month based on contract formulas. The key factor affecfing these 
formulas is the relevant oil index on a daily basis over the month. The oil index is the 
reported market price of transacfions in a standard oil product at a particular locafion. 
For example, the contract for the industrial fuel oil bumed by HELCO is tied to the daily 
index for L.A. Bunker C fuel oil. Mr. Meehan stated that this is a sensible index as it is 
economic for HELCO's suppHer to acquire such oil to meet HELCO's needs and as 
HELCO's supplier will want to sell at a market price. HELCO ST-24 at 2-3. 

Purchasing oil at a formula rate tied to oil products that are traded in the 
worldwide oil market means that HELCO's fuel costs will vary with world oil prices. It 
also means that HELCO's fuel supplier is not taking world oil price risk, and can offer 
HELCO a price free of a world oil price risk premium. Thus, HELCO can offer its 
customers a price for electricity that is free of any risk premium associated with bearing 
world oil price risk. HELCO ST-24 at 3. 

Background 

In regulatory parlance and in many industries, the term "hedging" most often 
refers to short-term activifies (i.e., a year in durafion or less). This is because forward 
markets offer liquid price hedging contracts covering delivery periods that often extend 
only for one or two years forward. For the oil derivatives markets, price hedging 
contracts are only reasonably available for periods of up to twelve months. This means 
that hedging contracts, if pursued by HELCO, could only mitigate the impacts of oil price 
changes on costs and rates for a defined period such as one quarter or potenfially one 
year. Fuel hedging contracts could not be expected to cover durafions longer than this. 
HELCO ST-24 at 13. 

Long-term hedging - i.e., hedging for more than one year in the future - cannot 
reasonably be achieved through commercially available fuel hedging contracts. Long-
term hedging for HELCO would require investment in non-oil based generafion capacity, 
either through rate-based generation or through long-term contracts with non-utility 
generators. HELCO ST-24 at 13. 
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Hedging is not necessarily beneficial. It depends on the objective of the enfity 
engaged in the hedging. Hedging is most often done to lock in a range of outcomes and 
not to maximize expected value. In fact, hedging reduces the expected value of 
profitability and raises the expected value of power costs. Hedging can be beneficial to a 
firm that seeks to reduce the range of potential outcomes, but hedging creates costs and 
risks. HELCO ST-24 at 14. 

There are specific circumstances when hedging might be appropriate. There are 
certain situafions where firms face business or financial risks that make hedging 
particularly important. For example, if prices for the firm's product will remain 
relafively fixed as a significant input cost varies, then hedging that input cost may be 
necessary to protect cash flows and maintain financial stability. This will be the case 
when the firm is more reliant on a specific commodity than the industry in general and 
changes in that commodity's price do not have a proportional impact on market prices. 
This could also be the case when industry compefitive pressures are so severe that 
product prices cannot rapidly adjust to meet changes in input costs. HELCO ST-24 at 14. 

Hedging differs from speculafion. Speculation is defined as taking a posifion with 
the intent to profit from a change in the price of the underlying commodity. Hedging 
differs from speculafion in that hedging is intended to insulate profits from the effect of 
changes in the underlying commodity. Hedging is the polar opposite of speculafion. 
Some activifies deemed to be hedging by unregulated firms are actually speculation. This 
is the case when the firm seeks to profit from a change in the price of the underlying 
commodity as opposed to holding itself neutral to such a change. HELCO ST-24 at 14-
15. 

The mofivafion for regulated ufihfies to hedge is different from the motivafion of 
firms in compefitive industries. Regulated ufilifies with highly variable fuel costs 
generally have fuel adjustment clauses in place that provide for fimely and adequate 
recovery of costs. HELCO ST-24 at 15. 

Hedging by regulated ufilifies is oriented toward managing customer rates; its 
objective is to insulate customers from the price fluctuafions in an underlying 
commodity. For example, some gas and power distribufion ufilities hedge the 
commodifies they sell in order to provide a fixed- or near-fixed price to customers. It 
only makes sense to hedge ifthe intent is to sell at fixed or "near fixed" rates.' HELCO 
ST-24 at 15. 

' By "near fixed rates", Mr. Meehan stated that in his experience it is very unusual for electric utilities to 
offer rates that do not fluctuate based on changes in fuel and purchased power markets. This can mean 
rates that fluctuate monthly, which give customers an economically-desirable price signal to reduce usage 
when power costs go up. However, it can also mean rates that are "near fixed", in that they are set for a 
period of time and differences are reconciled on a semi-annual or annual basis. In these circumstances, a 
utility may attempt to minimize differences by hedging with fixed price purchased power contracts or fijel 
hedges. Mr. Meehan stated that he uses the term "near fixed rates," because even in cases where a utility 



PUC-IR-02 
DOCKET 05-0315 
ATTACHMENT 1 
PAGE 3 OF 14 

Mr. Meehan stated that his experience has been that hedging programs are 
designed and implemented by utilities in collaborafion with the commissions that regulate 
them. The utilities agree upon an objective with the regulator and then they clearly 
establish a program for achieving that objecfive. The need for a regulated entity to hedge 
is created by a specific and customer focused objective, not by the economics of the 
regulated business model. Therefore, it must involve considerable regulatory oversight 
and guidance. HELCO ST-24 at 16. 

Mr. Meehan stated that ufilifies do not hedge in order to obtain the best or lowest 
possible price for fuel because that would not be hedging, it would be speculafing. Any 
fuel hedging program with the objective of "fiming the market" and "buying low," is not 
a hedging program. Ufilifies have no specialized expertise in idenfifying trends in world 
oil markets and cannot be expected to predict market high and low points. That job is left 
to professional traders and speculators, A ufility should not be asked to speculate on 
behalf of its customers. Moreover, a ufility should not bear any financial risk or reward 
related to the fiming of hedge execufion. Utilities hedge to lock in a current market price 
and reduce fluctuafions and not to minimize fuel acquisifion costs. HELCO ST-24 at 16. 

Act 162 

Act 162 raises the quesfion of whether HELCO should hedge by reference to 
"fuel hedging contracts" as a commercially available means to mifigate the risk of fuel 
price changes. Mr. Meehan stated that HELCO could, in theory, hedge fuel by buying 
financial products called oil price futures. Were HELCO to buy oil price futures, it 
would realize profits when oil prices rise and losses when oil prices drop. This is a 
hedge, because the gain or loss is opposite in direcfion to what HELCO pays for oil under 
its contracts. HELCO ST-24 at 3. 

Hedges are accomplished using financial instruments called derivafives. They are 
called derivatives, because their value is derived from the market price ofan underlying 
commodity. An oil future, for example, is settled against the price of oil and is an oil 
derivative. HELCO would buy derivafives and the value of these derivatives would rise 
when HELCO's actual contract purchase costs rise, and fall when HELCO's actual 
contract purchase costs fall. Thus, they would offset or hedge actual contract purchase 
costs. HELCO ST-24 at 4. 

There are factors that can prevent hedging from achieving the goal of safe, 
adequate and reHable service at the lowest reasonable cost. Mr. Meehan idenfified four 
factors to consider: 

hedges, the rates are not completely fixed. Utilities are not well positioned to offer fixed rates, and even in 
instances where they may engage in some hedging, the rates are at most "near fixed" as opposed to fixed 
because complete (i.e., perfect) hedging is unachievable. HELCO ST-24 at 15. 
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1. Downward price movements may be foregone. Locking in a price for oil 
today or at some fixed point for delivery in the future does not provide for a 
lower price, just a known price. The price locked in may well be higher than 
the price in the future at which HELCO actually purchases oil. Hence, 
hedging does not provide for lower prices. It only increases predictability, 
which may not be perceived as beneficial by all customers. HELCO ST-24 at 
6. 

2. Hedging involves costs. These costs are incremental to the fuel acquisifion 
costs when fuel is not hedged. Customers can expect to pay more if HELCO 
adopts fuel hedging. It is not at all clear that increased predictability is worth 
the extra costs. HELCO ST-24 at 6. 

3. Hedging is imperfect. Perfect hedges can only be accomplished when the 
hedged product is identical to the acquired product and when the volume 
needed by the hedger is certain. HELCO could not buy derivafives that 
correspond exactly to the product that will be acquired. It would need to 
hedge using similar, but not idenfical, products. This would pose what is 
called basis risk.^ In HELCO's case, basis risk is substanfial because the 
indexes in HELCO's oil contracts are not traded in the most liquid and 
transparent derivatives markets and because the closest substitutes are only 
traded in less liquid and less transparent derivative markets. When a regulated 
ufility hedges, it is best done in transparent liquid markets. The products 
available in the transparent and liquid oil derivative markets, however, do not 
move in lock step with the indexes in HELCO's contracts. Further, HELCO 
pays for oil based on average daily prices in the indexes. If HELCO were to 
hedge, it would setfie once a month and this itself would create a basis 
difference between the derivative used and HELCO's actual costs. This basis 
difference means that if HELCO were to attempt to hedge, it could only 
partially do so, and its hedges would not be fully effective. Mr. Meehan 
looked at several years of historic data and found that this is not just an 
academic issue, and HELCO would have a difficult fime placing effecfive 
hedges. HELCO ST-24 at 4-5. 

4. Limited durafion of financial hedges. HELCO could hedge oil prices at most 
for a year out in the future. Hence, while there may be an enhanced degree of 
price predictability, it would be for a limited fime and would not protect 
customers against long term trends in oil prices. HELCO ST-24 at 5-6. 

Basis risk is the difference in price movement between the derivative used to hedge and the price 
movement in the product that will actually be bought. 
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Mr. Meehan's Conclusions 

Mr. Meehan presented the following conclusions with respect to fuel price 
hedging. 

1. Even if rate smoothing is a desired goal, there may be more effecfive means of 
meeting the goal.^ There is no compelling reason for HELCO to use fiiel price hedging 
as the means to achieving the objective of increased rate stability. The basis for his first 
conclusion is rooted in the fact that hedging carries a limited scope of benefits, and also 
implies costs and risks for customers. The scope of benefits from hedging is limited by 
the realifies of the oil hedging marketplace and HELCO's physical locafion. HELCO ST-
24 at 6-7. 

First, the duration of any benefit is limited: the markets do not offer reasonable 
hedging solufions that would permit HELCO to manage oil price-driven rate fluctuations 
for more than one year at a fime. Second, there is no ex ante expected price benefit. 
Even if hedging can stabilize purchased oil prices to some degree, the stabilized price 
may be higher or lower than the price that would have been achieved absent the hedging 
program. On average, costs can be expected to be higher with a hedging program. Third, 
the amount of fuel cost stability that can be achieved is uncertain due to basis risks, 
quantity risks and other risks. HELCO cannot enter into readily-traded fuel hedging 
contracts that eliminate all exposure to oil price fluctuafions; such contracts do not exist 
in the marketplace. The risks inherent in available fiiel hedging contracts create 
uncertainfies as to how effecfive hedging products would be in stabilizing prices for 
customers. The cost of bearing these risks is potenfially high. HELCO ST-24 at 7-8. 

2. While HELCO could partially hedge against oil price risk for periods of just 
over a year into the future, there would be considerable costs to doing so. The liquidity of 
standard financial hedging products with a term of over a year is limited. Given this, 
price hedging should not be expected to address rate periods of more than one year at a 
time. HELCO ST-24 at 6. 

This second conclusion is based primarily on Mr. Meehan's analysis of the oil 
hedging market. He examined the types of price-risk management contracts that are 
available through the over-the-counter ("OTC") market and exchange markets. Mr. 
Meehan found that the contracts that are most actively traded are the contracts for very 
near term deliveries (i.e., delivery within the next three to six months). In addifion, Mr. 
Meehan found some trading of contracts for deliveries covering six to eighteen months in 
the future. For deliveries in periods beyond eighteen months in the fiiture, trading is very 
thin or non-existent. HELCO ST-24 at 8. 

^ HELCO may be able to achieve increased short-term rate stability more effectively through the 
ratemaking process. Dr. Makholm discussed these altematives in HELCO ST-23. 
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The most liquid exchange-traded contracts that would be available to hedge the 
fuel needs of HELCO are the New York Mercantile Exchange ("NYMEX") heating oil 
futures contract based on pricing at New York Harbor and the NYMEX West-Texas 
Intermediate cmde oil futures priced at Gushing, Oklahoma. HELCO-S-2401 illustrates 
how trading drops off for longer-dated delivery periods for these contracts.'* HELCO 
ST-24 at 8-9. 

3. Were HELCO to hedge, it would at best be able to partially hedge as there are 
considerable differences in price fluctuations between the hedges HELCO could readily 
purchase and the cost of the oil it bums. Further, the Company would not know with 
certainty the exact volume of oil it needs. Moreover, prices should signal costs. While 
some customers may desire rate stability and predictability, and be willing to pay, others 
may not be willing to pay for predictability. One way to deal with this issue would be to 
allow customers to "opt in" to rate stability programs, such as hedging initiatives that 
may be expected to raise average overall costs to customers. HELCO ST-24 at 6. 

Based on his review of HELCO's exisfing physical fuel contracts and his review 
of available price hedging products in the marketplace, Mr. Meehan found that HELCO 
would not be able to eliminate all of the risk of oil price fluctuafions. The fuel contracts 
contain complex pricing provisions that are based in part on published fuel assessments, 
but also contain adjustments for product quality and in some cases freight costs. This 
means that even if HELCO were able to hedge the published assessment, the final cost of 
delivered oil would remain subject to residual price risks that could not be hedged. 
HELCO ST-24 at 9. 

Further, Mr. Meehan's review of the over-the-counter oil derivatives markets 
tumed up no visible contracts for the specific fuels that are referenced in HELCO's fuel 
supply contracts. This means that HELCO would have to bear the basis risks or pay a 
premium to shift those risks to a third-party via a customized swap, which may be 
expected to increase average costs for customers. HELCO ST-24 at 9-10. 

Moreover, the fiiel hedging contracts that are available in the marketplace are for 
fixed quantities. HELCO's customers would therefore bear market risk exposure for 
incremental or decremental quantities relative to the fixed quantity that is hedged by 
HELCO. HELCO ST-24 at 10. 

'' HELCO-S-2401 illustrates how liquidity is concentrated in the near-term delivery months. Hedging with 
contracts that are thinly traded poses risks and tends to be more expensive. Mr. Meehan stated that given 
the trading activity for these futures markets, it would not be reasonable to expect HELCO to hedge beyond 
12 months into the future. It is important to recognize that there are higher liquidity risks associated with 
the longer-dated contracts, and there would be liquidity risks and illiquidity premiums even within the 
twelve-month time horizon. HELCO ST-24 at 9. 
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All of these factors imply that even with a short-term price hedging program, 
there would sfill be fluctuafions - potenfially large fluctuafions - in HELCO's cost of 
fiiel. HELCO ST-24 at 10. 

4. Were HELCO to hedge, it would encounter periods during which it 
experienced gains on its hedges and other periods during which it experienced losses. 
The gains in large part would be offset by increased fuel purchase costs and the losses in 
large part would be offset by reduced fuel purchase costs. The ECAC framework would 
need to be revised so that the difference between the gains and increased fuel costs and 
the difference between the losses and reduced fuel costs were reflected in rates through 
the ECAC. HELCO ST-24 at 6-7. 

Gains and losses are a natural part of hedging. Through its price hedging 
activifies, HELCO would effectively be using forward contracts to lock in a price for oil 
for delivery periods in the future. If prices for those delivery periods rise subsequent to 
HELCO's having locked in its price, HELCO will experience a gain on its hedge. If 
prices fall subsequent to placing its hedge, HELCO will experience a loss. The 
mechanics of financial settlement of the hedges are such that any differential between the 
forward price locked in and the price at maturity would be multiplied by the fixed 
quanfity that HELCO had hedged to arrive at a settlement cost for the contract. The 
hedging contracts will create gains and losses, but as noted, those gains and losses will be 
partially offset by changes in the cost of delivered oil. HELCO ST-24 at 10. 

The net resuh is that HELCO would confinue to experience variable net fuel and 
hedge costs even with a hedging program. In HELCO ST-23, Dr. Makholm elaborated 
on the reasons why it is important to flow through the net fuel costs (i.e., fuel costs 
adjusted for hedge gains and losses) in an ECAC. HELCO ST-24 at 10-11. 

Further, if hedging is pursued, it will be important for HELCO and the 
Commission to agree on the objective of hedging, an acceptable hedging program, 
including the specificafion of approved contract types and contract durafion, an approved 
fimescale for hedge execufion, as well as the revisions to the ECAC cost recovery 
framework. HELCO ST-24 at 11. 

5. Hedging of oil by HELCO would not be expected to reduce fuel and purchased 
power costs and, in fact, would be expected to increase the level of such costs. HELCO 
ST-24 at 7. 

Ufilifies are not in the business of predicfing world oil prices and cannot be 
expected to consistently buy low. If fuel hedging contracts are entered into by HELCO, 
there will be no way to know on an ex ante basis whether market prices will move up and 
those hedges will lower rates for customers or whether market prices will move down and 
those hedges will raise rates for customers. There are certain explicit costs to hedging, 
and if pursued, HELCO would face new risks that it does not currently face. See 



PUC-IR-02 
DOCKET 05-0315 
ATTACHMENT 1 
PAGE 8 OF 14 

HELCO-S-2402. These risks and costs lead to fuel costs from hedging that can be 
expected on average to be higher. The trade-off is an expected increase in rate stability at 
the cost of higher expected costs, as recognized by the Nafional Regulatory Research 
hisfitute ("NRRI")^ 

Hedging, in its purest form, does not provide a means to reduce 
the expected price of gas for a ufility. Rather, from the consumers' 
perspective its primary funcfion is to stabilize prices. Generally, risk-
adverse consumers should be expected to pay extra for shouldering less 
risk, such as exposure to volafile prices. 

HELCO ST-24 at 11. 

6. It would not be reasonable for HELCO to take the position of a principal and 
speculate in the oil market with shareholders assuming the risk of oil derivative gains and 
losses. HELCO ST-24 at 7. 

Mr. Meehan stated that the mofivafion for hedging would be to provide rate 
stability for customers. HELCO would thus be entering into hedges on behalf of 
customers, not on its own behalf It is logical that customers bear the risks and rewards 
of hedging. Under the regulatory compact, shareholders bear certain risks and reap 
certain rewards. However, gains or losses on hedges that were entered into on behalf of 
customers under the direcfion of the Commission should not be shareholder 
responsibility. (Dr. Makholm explained in HELCO ST-23 why having the ufility share in 
the risk of input costs when the utility is purchasing in world markets and is a price-taker 
is contrary to sound regulatory practice and would violate the regulatory compact.) 
HELCO ST-24 at 12. 

Mr. Meehan's Recommendafion Conceming Fuel Hedging 

Mr. Meehan recommended that any explorafion into hedging by HELCO 
recognize the following: 

1. There is no business reason for HELCO to hedge and the benefits to customers 
are unclear; 

2. Fuel (oil) hedging by HELCO will be expected to result in increased customer 
costs and as such should only be seriously considered if there is a countervailing benefit; 

3. Fuel hedging by HELCO may be able to reduce oil price-induced fluctuafions 
in customer rates, but would not eliminate such fluctuafions. While rate stability may be 

^ HELCO ST-24 at 11 (citing Ken Costello, "Regulatory Questions on Hedging: the Case of Natural Gas," 
National Regulatory Research Institute, February 2002, p. 17. Reprinted in Electricity Journal, May 2002, 
p. 51). 
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a countervailing benefit to the costs of hedging, hedging will provide, at best, more and 
not absolute rate stability; 

4. If fuel hedging were to be implemented, fiiel hedging objecfives would need to 
be developed in close consultation with regulators and customers and approved a priori as 
hedging by HELCO on behalf of customers and not for HELCO's shareholders account; 
and; 

5. If HELCO were to implement fuel hedging it should not speculate by 
attempting to fime the market to minimize oil purchase costs. HELCO ST-24 at 17. 

Further, Mr. Meehan recommends that HELCO carefijlly consider limitafions on 
its ability to hedge that are a fiinction of marketplace realifies and the implicafions of 
hedging on its financial posifion. HELCO ST-24 at 17. 

HELCO's Current Situafion 

To meet the electricity demands of its customers, HELCO operates oil-
fired power plants. HELCO purchases the oil for these plants. HELCO's posifion in oil 
is therefore a short physical posifion. HELCO hedges its short physical posifion by 
entering into an offsetting long position in delivered oil. This long position is achieved 
through the Company's existing fuel supply contracts. These fiiel supply contracts tie the 
price paid by HELCO for oil to a base component. The base component is the month-to-
date average of a third-party assessment calculated on the 20th of the month before 
delivery. The actual contract price includes taxes and a standard premium (based on 
quanfity). Depending on the contract, the price may include a locational premium and 
adjustments for heat content, quality differenfials and freight. In addifion, the contracts 
provide for quanfities and delivery of fiiel that are more than sufficient to cover 
HELCO's needs. Hence, HELCO and HELCO's customers are hedged with respect to 
availability and delivery of the physical commodifies. HELCO's fiiel costs are variable 
as the price it pays will vary with the daily assessments in HELCO's fuel contracts. 
HELCO ST-24 at 17-18. 

With respect to price, despite the fact that the price varies with assessment values, 
HELCO is hedged from the perspecfive of the ufility. HELCO's physical fuel supply 
contracts are stmck at floafing assessments. Similarly, its electricity rates float in 
accordance with the prices of oil that HELCO pays. The matching of variable fuel 
operating expenses with variable electricity revenues helps to assure the financial 
integrity of the ufility, while providing the economically-correct price signal to 
customers. HELCO ST-24 at 18. 

The fuel hedging contracts referred to by Act 162, if reasonably available, would 
only be entered into by HELCO to meet the objective of mifigafing oil price fluctuations 
for customers. Customers are exposed to fluctuafions in world oil prices, while hedged 
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against availability and physical delivery risks and costs. If HELCO were to hedge price 
risk, it would reduce this price exposure. Of course, there would be a cost to reducing the 
exposure that may not be jusfified by the benefit. HELCO ST-24 at 18. 

Different Hedging Strategies 

Mr. Meehan stated that buyers of commodities can use a number of different 
hedging strategies to manage short-term price risk. Mr. Meehan discussed the three 
strategies that are commonly used by buyers of commodities. 

1. Forward or futures contracts. 

Forward contracts are in most cases stmck at fixed prices.^ A fixed-price forward 
contract locks in the price of the underlying commodity for both the buyer and seller. 
(HELCO-S-2403 illustrates the effect of a forward contract purchase for a buyer who, 
like HELCO, would otherwise be purchasing the commodity on the open market at 
prevailing spot prices.) HELCO ST-24 at 19-20. 

HELCO-S-2403 provided an example where HELCO fully hedges its fiiel need 
with futures contracts at $40/bbl. No matter what happens to the price of oil from this 
point on, HELCO will pay $40/bbl for oil. However, even though the inifial hedge may 
have been perfecfiy rafional ex ante, subsequent decreases in the price of oil will increase 
costs relafive to a no-hedging strategy and increases in the price of oil will decrease costs 
relative to a no-hedging strategy. This exhibit illustrates the impacts that purchasing 
forward can have on the price paid, but does not consider basis risks. HELCO ST-24 at 
20. 

Basis risks are the price risks that a buyer would be exposed to ifthe buyer cannot 
find a forward contract for the specific commodity it needs at the delivery locafion it 
needs. Ifthe marketplace does not offer forward contracts that exactly match the 
commodity and the location where the buyer takes delivery, the buyer may purchase 
derivafives for a different commodity whose price is highly correlated with the product 
the buyer wishes to hedge. In addifion, the buyer could purchase the same commodity it 
needs but at a delivery locafion other than the one where it takes delivery. In these cases, 
the buyer faces the risk associated with the difference in prices between the two 

^ A forward contract is an agreement between two parties to buy or sell an asset or commodity at a pre-
agreed future point in time. A standardized forward contract that is traded on an exchange is called a 
futures contract. HELCO ST-24 at 19. 
^ A fixed-for-floating swap is a contract between two parties under which one party agrees to swap a fixed 
price for a published index price on a notional quantity. A fixed-for-floating swap is economically 
equivalent to a fixed-price forward contract. The difference is that the fixed-for-floating swap is a purely 
financial instrument, while a forward contract generally anticipates physical delivery. HELCO ST-24 
at21. 
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commodifies or the two locafions. These price differences are termed basis risk. HELCO 
ST-24 at 20. 

Even firms engaged in sophisficated hedging programs, such as Southwest 
Airlines, have mn into problems with respect to basis risk. Mr. Meehan stated that, while 
he is not an accountant, it was his understanding that Statement of Financial Accounting 
Standards No. 133 (FASB 133) has strict provisions regarding basis risk, requiring that 
ineffective portions of hedges do not qualify for special hedge accounting treatment. 
Southwest Airlines' hedging program aims to hedge the price of jet fliel, an underlying 
commodity that is not traded on an organized futures exchange. Southwest Airlines 
explains that "ineffective" hedges are inherent to "hedging jet fuel with derivafive 
positions based in other cmde oil related commodifies" and goes on to explain that 
ineffecfiveness "may result, and has resulted, in increased volafility in the Company's 
results." Thus, it is clear that basis risk is a significant issue, and may, in fact, preempt 
HELCO from pursuing a financial hedging program that involves "ineffective" hedges. 
Customers may not be well served by hedges that involve basis risk. HELCO ST-24 at 
20. 

2. Call option contracts.^ 

HELCO-S-2404 shows the payouts that HELCO would incur/receive by fully 
hedging its fiiel needs with a call opfion with a strike price of $70^bl. This strategy 
would cap the cost of oil at $70/bbl + the cost of the opfion (in $/bbl). Ifthe strike price 
at the fime of delivery proves to be less than $70/bbl, the call will produce no financial 
benefit and the cost of the strategy will be the cost of oil plus the cost of the option. Ifthe 
price of oil proves to be above $70^bl, revenues from the call opfion will completely 
compensate for any increases in the price HELCO pays for oil. Again, this exhibit does 
not capture basis risks. HELCO ST-24 at 22. 

contracts).^ 
3. Collars (which are portfolios containing call opfion contracts and put opfion 
ts).' 

HELCO-S-2405 illustrates a collar using a call option with a strike price of 

A call option gives its owner the right, but not the obligation, to buy an asset or commodity on a specified 
date (the expiration date), for a specified price (the strike price). (HELCO-S-2404 illustrates the payouts 
that would accrue to the purchaser of a call option. Call options cap the price that will be paid by a buyer 
for a commodity.) HELCO ST-24 at 21-22. 
^ A collar is a portfolio of options that are used to assure that the price of a commodity is within a given 
ranjge. A buyer of a commodity who wishes to put a cap and floor on the price paid would sell a put option 
and buy a call option. This strategy assures that the price of the commodity will be within a given range -
i.e., no lower than the strike price of the put (the floor) and no higher than the strike price of the call (the 
cap). (HELCO-S-2405 shows the payouts that would accrue to the purchaser of a collar ignoring basis 
risks.) HELCO ST-24 at 22. A put option gives the owner the right, but not the obligation, to sell a 
commodity at specified price. Thus, a seller can use a put to determine a minimum price he will obtain on 
his sale. 
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$70^bl and a put opfion with a strike price of $50^bl. Ifthe price of oil proves to be 
above $70/bbl, revenues from the call opfion will completely compensate for any 
increases in the price HELCO pays for oil. Ifthe price of oil proves to be below $50/bbl, 
payments made to settle the put option will completely compensate for any decreases in 
the price HELCO pays for oil. Thus, HELCO's fuel costs will be between $50/bbl and 
$70/bbl. HELCO ST-24 at 22-23. 

Marketplace Realifies 

Mr. Meehan idenfified a number of pracfical obstacles or constraints that HELCO 
would face if it were to enter the marketplace seeking to hedge on behalf of customers, 
that is, if it were seeking to limit the impact of fluctuafions in world oil prices on 
customer rates. 

1. The first constraint relates to the durafion of the hedge. The liquid forward and 
fiitures contracts that are traded in the marketplace do not extend beyond a term of 18 
months. Further, the most liquid (i.e., readily-available to trade) fuel hedging contracts 
are contracts that cover time periods of up to six months into the future. (This is 
illustrated in HELCO-S-2401.) HELCO ST-24 at 23. 

2. Hedging contracts for the precise oil products and delivery points that HELCO 
would need are not visible in the marketplace. HELCO would therefore be exposed to 
considerable basis risks if it used the oil derivafives that are readily-available in the 
marketplace. It is possible that HELCO could obtain a customized swap agreement that 
hedges the price of the specific oil products in the specific locafions that form the basis 
for the pricing formulas in HELCO's physical oil contracts. However, such a swap 
would be less transparent and it can be expected to be more expensive because the seller 
of such a swap would need to be remunerated for absorbing the basis risks and illiquidity 
of offering such a hedge. HELCO ST-24 at 23-24; HELCO ST-2406 (illustrating the 
potenfial size of basis risks). 

In addifion, there is an issue of the incongmence of pricing dates relevant to the 
hedging commodity and the short commodity. Whereas HELCO's contracts for fiiel are 
based on lagged thirty-day average prices, cash flows from hedging would be based on 
two days, the day on which the hedge is purchased and the setfiement date (the last 
trading day before delivery). Thus, while the setfiement date of a hedge will reflect price 
movements up to the day before delivery, the price of the short commodity will reflect 
markets 10 to 40 days earlier. Changes in the market during the forty-day period before 
the setfiement date will affect the basis and cause the hedge to be less effecfive. See 
HELCO ST-24 at 24-25; HELCO-S-2407 (illustrafing the magnitude of these basis 
changes). 

If HELCO were to look for altematives, it would most likely be limited to 
customized products in the over-the-counter market. However, as menfioned above, 
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prices for such products would most likely be less transparent and more expensive, which 
would increase costs and risks for customers. HELCO ST-24 at 25. 

3. The third constraint faced by HELCO is the quanfity which it would hedge. 
The quanfifies that HELCO needs of each type of fuel fluctuate month to month and year 
to year in accordance with changing demand, availability and relafive economics of 
generafion plants, among other factors. HELCO's smaller size, relafive to HECO, 
increases the significance of this constraint. HELCO's existing fiiel contracts provide for 
flexibility on the quanfifies taken, subject to a minimum and maximum take. The 
quantity flexibility embedded in HELCO's exisfing fiiel contracts would be difficult to 
match in the financial derivatives markets, which offer fixed quantity products. This 
quanfity risk is important and makes hedging difficult. HELCO ST-24 at 25; HELCO-S-
2408 (illustrafing the variable quanfities needed for each type of oil used by HELCO). 

4. If HELCO decides to engage in hedging, HELCO may face credit risk. Credit 
risk is the risk of a financial loss associated with the failure of a party to perform on its 
obligations under a hedging contract. Credit risk is an important factor when considering 
fiiel hedging contracts. Market practice is to mark forward contracts to market and to 
collateralize the credit exposure embedded in forward contracts. This means that the 
value of the contract is calculated every day and any exposure must be covered as 
margin. If HELCO engages in hedging, counterparties may require that HELCO provide 
collateral. The provision of collateral would add to the cost of hedging. Further, HELCO 
would in most instances be exposed to the risk of counterparty default and non­
performance. HELCO ST-24 at 25-26. 

5. The execufion of fiiel hedging contracts would expose HELCO to liquidity 
risks. Liquidity is the ability to execute transactions in the marketplace. Markets that are 
highly liquid have acfive trading and many buyers and sellers. Market liquidity for oil 
derivatives ebbs and flows. When the markets are less liquid, buyers and sellers may 
face difficulfies entering into or exiting posifions. Markets with low hquidity may inhibit 
HELCO's ability to execute or unwind hedge posifions. In addifion, low liquidity would 
harm HELCO's ability to replace a posifion as a result of counterparty default. Low 
liquidity also impedes the ability of a buyer to obtain a favorable price. The risk that 
these markets would not be liquid is a real one and could present significant price 
penalfies and transacfion constraints. Liquidity and its effect on price and the ease of 
making transacfions should be fully understood and examined prior to HELCO's 
embarking on a hedging program. HELCO ST-24 at 26. 

6. The contract sizes for the hedging instmments HELCO could use have 
minimum contract sizes of 1,000 bbls (42,000 gallons).'^ If HELCO were to pursue a 

Thus, a single contract may represent a significant percentage of HELCO's fuel obligation for a 
particular month. For example, in January 2005, HELCO took delivery of 17,700 bbls of diesel, less than 
in any other month that year. A 1,000 bbl heating oil contract corresponds to about 5.6 percent of this 
potential hedge. 
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hedging strategy separately from its affiliates, its ability to effectively develop a portfolio 
of hedging instmments may be limited to an extent by the minimum contract size. 
HELCO ST-24 at 26-27. 

Mr. Meehan prepared a summary of the costs and risks for HELCO and its 
customers of entering into fiiel hedging contracts in HELCO-S-2402. An analysis of 
whether the hedging altematives that are available in the exchange and OTC markets are 
reasonable for HELCO to enter into must consider the risks shown in that exhibit. These 
factors indicate the fact that HELCO's fuel costs will confinue to fluctuate even if hedges 
are entered into due to risks that cannot be hedged. They also indicate that hedging will 
introduce new costs for customers that are not home under the current regulatory regime. 
HELCO ST-24 at 27. 

Were HELCO to hedge using the most liquid products, it would face considerable 
basis risks. That is, the liquid, transparent and readily available hedges pose basis risk 
and would have limited hedge effectiveness. Again, basis risk arises from the change in 
prices of the hedge differing from the change in price of the actual physical commodity 
that HELCO purchases. Were HELCO to hedge using products with less basis risk, these 
products would be less liquid and less transparent. This is especially problemafic for a 
regulated firm that must be able to demonstrate the reasonableness of its purchases. 
Neither buying less effective hedges nor buying less liquid and less transparent hedges is 
desirable as there are more effective means of achieving the same objective. HELCO 
ST-24 at 27-28. 
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Ifthe Commission adopted one of the "pass through" scenarios discussed in PUC-IR-01 or a 
related scenario, are there any mechanisms or procedures that HELCO would propose to 
facilitate implementation to modify its ECAC? 

HELCO Response: 

To implement one of the "pass through" scenarios, HELCO would apply the pass-through 

percentage (80%, 90%, or 95%) to the sum of the total generafion factor and purchased energy 

factors. See Attachment 1. page 2, line 86, in the box with the "80%, 90%, or 95% Pass 

Through" heading. The resulfing fracfion of total generafion plus purchased energy factors, 

added to any reconciliation adjustment for the previous quarter (i.e., a reconciliation against the 

same fraction of actual fuel and purchased energy expense) would equal the ECA factor applied 

to customers' bills. 

However, in addition to this proposed implementafion of the "pass through", HELCO would 

also request a resetfing of the fuel prices embedded in base rates from the test year fuel prices to 

current fuel prices. In view of the extraordinary rise in fuel prices in recent months, HELCO 

would request this change to reduce the amount of fuel and purchased energy cost change that 

would be subject to the pass-through percentages and thereby decrease the exposure of the 

Company to the resulfing catastrophic financial impacts. 

If this method of calculafing the recovery of fuel and purchased energy expense was 

proposed during the course of the Docket No. 05-0315 proceeding, the Company would have 

sought to use test year fuel prices that were as high as could reasonably be supported to limit the 

amount of fuel and purchased energy cost change that would be subject to the pass through 

percentage, rather than use Febmary 2006 fuel prices for the test year (HELCO T-4, page 19). 
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If one of the pass through of ftiel and purchased energy cost scenarios is adopted, HELCO 

would propose setfing the implementafion fime frame to coincide with the next HELCO general 

rate increase filing. This would allow the Company an opportunity to idenfify and more fully 

explore all the potential impacts, including the inclusion of current fiiel and purchased energy 

prices, an increase in the required retum on equity resulting from a higher risk profile, the 

additional costs of hedging, etc. 

If the Commission orders the implementation to be effecfive as soon as possible, HELCO 

would need an opportunity to respond to this new proposal by adjusfing its test year esfimates to 

more current fuel and purchased energy costs. As of July 17, 2008, current fuel and purchased 

energy prices are shown in HELCO's ECA factor filing dated June 30, 2008, on fines 18 and 51. 

See Attachment 2, page 2. HELCO would need an opportunity to provide the Commission with 

updated estimates of fuel and purchased energy prices, as well as an estimate of current DG 

energy prices. HELCO would also require a substantially higher rate of return on common 

equity, which would increase its required revenue requirement. Without these adjustments, 

HELCO's financial condition and credit quality would be significantly harmed as soon as the 

new ECAC is implemented and the Company would not have the opportunity to earn a fair 

retum on its ufility property. 

Therefore, if a partial pass through proposal is to be adopted (and HELCO's position is that 

there is no basis in the record to require such a change in the proceeding), then implementation 

should be considered in, and be timed to occur (if at all) as part of the next rate case. 
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HAWAII ELECTRIC LIGHT COMPANY. INC. 
ENERGY COST ADJDSTMENTiECAl FILING 

Propo6«d Rales 

ENERGY COST ADJUSTMENT (ECA) FILING • 2006 TesI Yea; - RebulWI Ip tg t 1 ol 2) 

I EITeciive Due 

: SupcTtedMFaciorsof 

31)06 TcMYeai-RdMlUt 

GENERATION COMPONENT 

CENTHAL STATION WlTIl WlNn/HYDRO COMPONENT 

FUEL PRICES, (/mmbiu 

3 Shipmon InduMriil 

4 HiD InctuarioJ 
i Puna Industrial 
6 KtafK'le Di«el 

7 Waimea Diesel 
fj Hiki Diael 

9 Puna Dine) 
10 Wind 
11 Hydni 

BTU MIX, ft 

i : Sh^anlnduMrial 
13 Hill Induttrim 

14 Puna InduMrial 
IS Kealk'ie Diesel 
16 Waimen Diesel 
n Hiki DKWI 
18 Puna Diesel 
19 Wnid 

20 Hydm 

21 COMPOSrTECOSTOFGENERATICW, 
CNITIL STN*WIND/HYDRO (/mmbiu 

22 « Inpul u> Sysiem kWh Mix 

EFFICENCY FACTOR. mmhiuAWh 

IA) (B) (C) 
PncouU 

EffFac-lliI CniiTlS«n« 

FmlTYBi mmbuid^ m m s i i a 
23 Induitrim a.013613 i 9 M 
24 DICM;! 0X1135 :6 33.90 

2J a h c f 0.0!4836 4.40 
(Line»23. 24.2J): CollB) % CoKCt - CoUD) 

26 Weiphied Efficimey Factor. mmb(u/kWh 
lllnes 13(D)+ 34(0) 4 2S(D)J 

1 27 WCIT). COMPOSITE CNTRL STN t 

WlNDrtlYDRO GEN COST, «*Wh 
(lines {21x23;t36)) 

927 .SS 
9I1«S 
932.6l( 

1.502.4H 
1.4!^.17 
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t.480.M 
0,0(1 

0.00 

8 j e 
36.90 
th.SS 
;7.9y 
0.09 

0.52 
4.13 
0.27 

iM 
11X).0Q 

1.064.43 
43_3I 

(D) 

Weifhted 

EfllEacM 
0.009239 
0 004856 
O.00O731 

0,014836 

6.A34KS 

28 BASE CNTTU. STN •WNDmVDRO GEN. COST. 
1 (/iraiitxu 

29 Buc « liqwi to Sys kWTi Mbi 
3D Efficiency Facwr. mmlnu/ksvh 
31 ft-ElOHTED BASE CNTRL S T N * 

WIND/HYDRO GUN COST (/VWJ. 
( l incs(a*29O0)) 

32 COST LESS BASE ( l ine<rOU) 
33 Rei.mue Tai; Req MuHipliej 

j 34 CNTRL STNtWINDftlYDRO 
GENERATION FACTOR. 

(AWh (luie (32x33)) 

1,064.43 

43.31 
0 014826 

h,B34HJ 

0.00000 
1.097 J 

0.00000 

PG ENERGY COM FfiNBMT 
33 COMPOSITE COST OF DO 

ENERGY. </kWh 
36 ft Input l» Sysiem liWh Mix 

37 WTD COMP DC ENRGY COST. 
f/kWh(UnM 35x36) 

3H BASE DG ENERGY COMP COST 
39 Ba.se ft Inpul Ui Syuem kWh MU 
40 WTD BASE DC ENERGY COST. 

(/kWh (Line 38 x 39) 

41 Co-a U w Base (iJne 37 - 40) 

42 Lou Factor 
43 Revenue Tax Req Mulltplier 
44 DO FACTOR. 

eA* 'h (L inc41x42n43) 

SUMMARY Of 

U.942 
0.01 

0.00149 

14.942 
001 

0.00149 

0.00000 
1.090 
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0,00000 1 

TOTAL GENERATION FAf lUR, (/kWh 
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HAWAII ELECTRIC LIGHT COMPANY. INC. 
^ E R G Y COST ADJUSTMENT tECA) FILING 

P r o p o w d Kates 

E N E R G Y C O S T A D J U S U t E N T (ECA) FILING - 2006 Test Year - Rebuttal (patje 2 of 2) 

PURCHASED ENERGY PRICE, fAWh 

4R HEP 
49 PGV 
30 PCV 

31 PGV-Adan 

32 PGV-Addll 
33 Wailuku Hydni 
34 Wailuku Hydro 

35 HawiRenewubfcDcv. 
56 Hnwi Renewable Dev. 
57 Api.Uu (Kamaoa) 

38 Ap»lk) (KanuKu) 
39 Olher OlOOKW) 

60 Other (> 100 KW) 
6) OftefKIDOKW) 

On Peak 

Off Peak 
On Peak 

Off Peak 
OoPeak 
o n Peak 
On Peak 
Off Peak 
On Peak 

Off Peak 

On Peak 
Off Peak 

PURCHASED ENERGY KWH MIX. » 
62 HEP 
63 POV 
64 PCV 
65 PGV-Addl l 
66 PGV-Addt l 
67 Wailuku Hjdni 
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ENERGY. (fltWh 

77 * Ii^Htl 10 System kWh Mix 
78 WEIGHTED COMP. PURCH. ENERGY 

COST, e/tWh (line*(76xT7)) 

79 BASE PURCHASED ENERGY 
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80 Ba« % Inpul lo Syi kWh Mu 
81 WEIGHTED BASE PURCH ENERGY 

COST. (AWhdinei. (79 « 80)1 
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I4.OK0 
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IJO 
0,48 

o.a) 
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022 
100 OQ 

13.631 
36 6B 

7.7260S 

13.631 
56,68 

7.72605 

83 COSTLESS BASEtlinei(78-81)) 
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M Resvnue Tax Req Multiplier 
85 PURCHSD ENERGY FCTR. </kWh 

(liiH» (82 X 83 X 84)) 
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91 

Pass Through 

SwlBmComRoslW 

GEN AND PURCHASED ENERGY 
FACTOR, f / kWh 
(lines (47 + 85)) 

Pass though % 

95% 

0 00000 

0,000 
Adj. ECA Factor (lino 86 x 87) 
Not Uaad 
ECA RacondllBtion Adjustment 
ECA Faclof, tf/kWh 

(linaa [88 + 89 + 90)) 

0,000 
0 000 
ODOO 

Relnence: HELCO-RWP-2204 

HELCO-R-2204 pg 1 .2 Of 2 



PUC-IR-03 
DOCKET NO. 03-0315 
ATTACHMENT 2 
PAGE 1 OF 2 

Hawaii Electric Light Company, Inc. • PO Box 1027 • Hilo. HI 9672M0; 

Jay M. Ignacio, RE. 
President 

J u n e 30 , 2008 
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The Honorable Chairman and Members of 
the Hawaii Public Utilities Commission 

465 South King Street 
Kekuanaoa Building, 1st Floor 
Honolulu, Hawai i 9 6813 

Dear Commissioners: 

The Company's energy cost adjustment factor for July 2008 is 
18.890 cents per kilowatt-hour, an increase of 1.019 cents per 
kilowatt-hour from last month. A residential customer consuming 
500 kilowatt-hours of electricity will be paying $213.72, an 
increase of $5.09 from the previous month. 

The Company's fuel composite cost of generation decreased 
51.48 cents per million BTU to 1765.05 cents per million BTU. 
The composite cost of purchased energy increased 2.246 cents per 
kilowatt-hour to 22.035 cents per kilowatt-hour. 

The attached sheets set forth the energy cost adjustment in 
cents per kilowatt-hour for each rate schedule that is applicable 
for pro rata use beginning July 1, 2008. 

Sincerely, 

Attachments 

cc: Division of Consumer Advocacy 

xc: J. Ignacio 
D. Waller 
C. Beck 
D. Rollins 
NP File 
SP File (Original) 
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Line Lina PURCHASED ENERGY COMPONENT 

Effective Dale July 1.2008 

Supercedes Factors of June 1, 2008 

HELCO GENERATION COMPONENT 

PURCHASED ENERGY PRICE, c/kwh 

FUEL PRICES, c/mmbtu 

Hilo Industrial 

Puna Industrial 

Keahole Diesel 

Waimea Diesel 

Hllo Diesel 

Puna Diesel 

Wind 

Hydro 

BTU MIX, % 

Hilo Industrial 

Puna Industrial 

Keahole Diesel 

Waimea Diesel 

Hilo Diesel 

Puna Diesel 

Wind 

Hydro 4.24 

1Q0.QQ 

COMPOSITE COST OF GENERATION, 

e/mmbtu 1,765.05 

% Input to System kwh Mix 37.36 

Efficiency Factor, mmbtu/kwh 0.014629 

WEIGHTED COMPOSITE GEN COST, 

C/kwh (lines (16x19x20)) 9.64669 

22 BASE GEN. COST, (t/mmbtu 469.72 

23 Base % Input to Sys kwh Mix 27.09 

24 Efficiency Factor, mmbtu/kwh 0.014629 

25 WEIGHTED BASE GEN COST. 

C/kwh (lines (22x23x24)) 1.6615 

26 COST LESS BASE (Iine(21-25)) 7.78519 

27 Multiplier to Include 

Revenue Tax Requirement 1.0975 

28 GENERATION FACTOR. C/kwh 8.54425 

(line (26x27)) 

51 

28.610 

23.020 

19.615 

28.610 

23.020 

27.401 

26.401 

26.610 

23.020 

16,870 

15,250 

26.100 

3.51 

1,46 

50.80 

15.39 

9.67 
2.78 

2.20 

1.89 

1.35 

6.17 
4.65 
0.14 

1QQ-QQ 

COMPOSITE COST OF PURCHASED 

ENERGY. C/kwh 22.035 

% Input to System kwh Mix 62.64 

WEIGHTED COMP. PURCH. ENERGY 

COST. C/kwh (lines (51x52)) 13.80272 

DNENT 

1.482.30 

1.502.12 

2.395.23 

2,389.88 

2,374.69 

2.375.17 

0.00 

0.00 

40,61 

16.38 

30.23 

0.36 

0,33 

7.44 

0.42 

27 HRD 

28 HRD 

29 HEP 

30 PGV 

31 PGV 

On Peak 

Off Peak 

On Peak 

Off Peak 

32 PGV OnPeakAdd ' l 

33 PGV Off Peak Add'l 

34 Wailuku Hydro 

35 Wailuku Hydro 

36 PaklnlNul 

37 PakiniNul 

38 Other (<100KW) 

On Peak 

Off Peak 

On Peak 

Off Peak 

PURCHASED ENERGY KWh 

39 HRD 

40 HRD 

41 HEP 

42 PGV 

43 PGV 

On Peak 

Off Peak 

On Peak 

Off Peak 

44 PGV On Peak Add'l 

45 PGV Off Peak Add'l 

46 Wailuku Hydro 

47 Wailuku Hydro 

48 PakiniNul 

49 PakiniNul 

50 Other (<100 KW) 

On Peak 

Off Peak 

On Peak 

Off Peak 

54 BASE PURCHASED ENERGY 

COMPOSITE COST, C/kwh 6.404 

55 Base % Input to Sys kwh Mix 72.91 

56 WEIGHTED BASE PURCH ENERGY 

COST. C/kwh (lines (54x55)) 

57 COST LESS BASE(Ilne(53-56)} 9.13356 

58 Loss Factor 1.087 

59 Multiplier to include 

Revenue Tax Requirement 1.0975 

60 PURCHSD ENERGY FCTR, c/kwh 10.89618 

(lines (57x50x59)) 

LINE SYSTEM COMPOSITE 

61 FUEL AND PURCHASED ENERGY 

FACTOR, C/kwh 

(lines (28+60)) 

62 Not Used 

63 Not Used 

64 ECA Reconciliation Adjustment 

65 ECA FACTOR, C/kwh 

(ltne(61+62+63+64)) 

19.44043 

0.000 

0.000 

(0.550) 

18.890 


